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Write all answers in your blue book. Show all of your work.

 

 

 

1. Suppose the spot exchange rate between the U.S. dollar and the Canadian dollar is currently 0.685 (U.S./Can), and the one-year forward exchange rate is 0.671. Suppose the annual nominal interest rate on a one year Canadian Treasury bill is 6.4%, and the annual nominal interest rate on a one year U.S. Treasury bill is 5.2%. Suppose further that the expected annual real interest rate on a one year Canadian Treasury bill is 2.4%, and the expected annual real interest rate on a one year U.S. Treasury bill is 2.2%.

 

(a) (15pts) Does Covered Interest Parity (CIP) hold between these two bonds? 

(b) (15pts) Use Purchasing Power Parity (PPP) to forecast the spot exchange rate one year from now.

 

 

2. Suppose that you are the Finance Minister of the developing country of Yip. The current market value of a Yippie (your country's currency) is 0.1 American dollars. You have been ordered to design a system of official exchange rates which will provide implicit subsidies to food importers and to textile exporters. Your official exchange rate system should also impose implicit taxes on auto importers.

 

(a) (15pts) Describe your official exchange rate system.

(b) (5pts) In order to insure compliance with the official exchange rate system, you have a set of employees who will audit the books of companies who engage in international trade. You are aware that some companies may try to abuse the official exchange rate system by altering their books. Write a memo to your employees in which you describe precisely what sort of fraud they should be looking out for while conducting audits.

 

 

3. (a) (5pts) True or false? Exchange rate forecasts using adaptive expectations are not systematically biased. Explain. 

 

(b) (5pts) True or false? Exchange rate forecasts using rational expectations are not systematically biased. Explain.

 

 

4. (20pts) How has the European Monetary Union served as a catalyst for economic reform within its member countries? Provide specific examples from at least three of the countries covered in the class presentations.

 

 

5. (a) (10pts) Consider an emerging economy, in which the government pegs the currency. Describe the process by which a banking crisis typically leads to a currency crisis. 

 

(b) (10pts) According to Joe Peek and Eric Rosengren in "Implications for the Globalization of the Banking Sector: The Latin American Experience" what are the potential advantages if an emerging economy encourages the entry of foreign banks?

